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Misleading Signals from Operating Cash Flow in the Presence of Noncontrolling Interests Introduction
A noncontrolling interest (formally minority interest) exists when a subsidiary is not wholly owned by the parent company. Noncontrolling interest in income represents the portion of consolidated net income that is attributable to noncontrolling shareholders. Under current generally accepted accounting principles (GAAP), Accounting Standards Codification Topic 805, Business Combinations, companies must disclose on the income statement the portion of consolidated net income that is attributable to the parent or controlling interest and the portion that is attributable to noncontrolling interests. 1 Earnings per share are calculated based on the portion of consolidated net income that is attributable to the controlling interest. Noncontrolling interest in equity is the portion of consolidated shareholders' equity that is attributable to noncontrolling shareholders. In the shareholders' equity section of the balance sheet, equity attributable to noncontrolling interests is separately reported.
While a careful designation of income and equity attributable to noncontrolling interests is made on the income statement and balance sheet respectively, under GAAP a similar attribution is not required for the statement of cash flows. Rather, in the operating section, the statement of cash flows only reports consolidated cash provided by operating activities. There is no indication of the extent to which any noncontrolling interest may have claim to that cash flow. Rather, distributions to noncontrolling interests are typically labeled as such in the financing section. But even this presentation approach is not uniform. In fact, in some instances, no disclosure of distributions made to noncontrolling interests is provided on the statement of cash flows. As such, investors, analysts and other users of financial statements may be unaware that operating cash flow includes amounts attributable to both controlling and noncontrolling interests.
If distributions to noncontrolling shareholders are minimal, for all practical purposes, total operating cash flow is the relevant measure of cash flow available to controlling shareholders. Further, distributions are made to noncontrolling interests only with the approval of controlling shareholders. Thus, they constitute a junior claim for which there is no requirement for payment. However, when distributions to noncontrolling interests are significant and recurring, consolidated operating cash flow is no longer a valid measure of cash flow available to controlling shareholders.
The purpose of this research report is to investigate the extent to which distributions are being made to noncontrolling interests and to document how those distributions are being reported on the statement of cash flows. Distributions made by a sample of 24 companies with market capitalizations greater than $1 billion and noncontrolling interest in income of fifteen percent or more of consolidated net income are examined for information on significance of the distributions and their reporting placement in the statement of cash flows. For this sample of firms, using cumulative data over the 2009 -2011 timeframe, median noncontrolling interest in income was 28.2% of consolidated net income. Distributions were significant. The companies distributed a median 79.2% of noncontrolling interest in income to the noncontrolling shareholders. While twenty of the 24 companies included in the sample reported distributions to noncontrolling interests separately in the financing section of the statement of cash flows, the reporting of distributions was not consistent across the sample. In fact, in two cases, such distributions were not disclosed on the statement of cash flows. A third company subtracted noncontrolling interest in income from consolidated net income in determining cash provided by operating activities. A fourth company did not make a distribution to its noncontrolling interests.
As a result of this study, some modest changes to the reporting of distributions made to noncontrolling interests are recommended. In particular, it would be helpful to analysts, investors and other users of financial statements if distributions to noncontrolling interests were subtracted from consolidated cash provided by operating activities so that operating cash flow that is available for controlling interests were highlighted. Such an approach would be consistent with the attribution of income to controlling and noncontrolling interests provided on the statement of income. In the absence of a change in the reporting of operating cash flow, more consistent reporting of distributions to noncontrolling interests is recommended. Such distributions should be separately reported in the financing section of the statement of cash flows and clearly labeled as distributions to noncontrolling interests.
In the next section, the financial statements of Verizon Communications, Inc., a company with a significant noncontrolling interest, are provided as an example of how noncontrolling interests are presently reported. That section is followed with a discussion of the data and methodology used. The results section follows. The study is concluded with a discussion of how operating cash flow in the presence of noncontrolling interests can be misleading to readers of financial statements. Recommendations are made for changes to current reporting practices.
Verizon Communications, Inc. and Verizon Wireless
As an illustration of how noncontrolling interests are presently reported, consider the case of Verizon Communications, Inc. Verizon Communications operates Verizon Wireless in a joint venture with Vodafone Group, Plc. Verizon Communications holds a 55% controlling interest in the joint venture, and Vodafone, as the noncontrolling interest, holds the remaining 45%.
2 In Exhibit 1 we provide excerpts from the company's statement of income, detailing the allocation of consolidated net income to controlling and noncontrolling interests. When examining the statement of cash flows, however, cash provided by operating activities does not include an allocation of cash flow to the controlling and noncontrolling interests. Rather, in accordance with generally accepted accounting principles, cash provided by operating activities (operating cash flow) is reported at its full consolidated amount. To the reader, it would appear that total operating cash flow were available for distribution to the Verizon Communications (controlling) shareholders, when, in fact, the noncontrolling interests have a legitimate claim on at least a portion of that cash flow. Exhibit 3 provides the operating section of the company's statement of cash flows. Distributions to the noncontrolling interest are not broken out on the cash flow statement. To a reader of this statement, it would appear that distributions to the noncontrolling interest are included in the dividends paid amount. But they are not. One must refer to the statement of changes in equity, provided in Exhibit 2, to identify the amount of any distributions made to the noncontrolling interest.
It is interesting to note that in its Management's Discussion and Analysis, Verizon Communications notes the importance of cash provided by operating activities of Verizon Wireless. For example, as noted by the company, "Our primary source of funds continues to be cash generated from operations, primarily of Verizon Wireless." 3 Yet, in reporting under generally accepted accounting principles, while net income is allocated between the controlling and noncontrolling interests, no such allocation is made for cash provided by operating activities.
In the paragraphs that follow we examine the financial statements of other entities with significant noncontrolling interests. We seek to determine whether significant distributions are being made to the noncontrolling interests and how those distributions are being reported.
Data and Methodology
The data used in this study were collected from annual financial statement filings reported to the Securities and Exchange Commission (SEC). Sample firms are nonfinancial companies, filing under U.S. GAAP, with market capitalizations exceeding $1 billion. Our objective is to identify firms with significant noncontrolling interests. Accordingly, we include companies in the sample when cumulative 2009 -2011 noncontrolling interest in income is 15% or more of cumulative consolidated net income for the same time period. This sample selection process resulted in a pool of 24 companies.
Data were collected for year ends [2009] [2010] [2011] . From the income statement we collected net income, net income attributable to noncontrolling interests, and net income attributable to controlling interests. We collected noncontrolling interest in shareholders' equity and total shareholders' equity from the balance sheet. From the statement of cash flows we collected cash provided by operating activities and, when available, distributions to noncontrolling interests. When distributions to noncontrolling interests were not reported on the statement of cash flows, we collected the amounts of those distributions from the statement of changes in shareholders' equity. When collecting data on distributions made to noncontrolling interests, we made note of the manner and placement of disclosure of the distribution amount in the statement of cash flows. For example, a distribution might be reported in the financing section either in separate notation or combined with dividends to controlling shareholders. Alternatively, a distribution may not be separately disclosed on the statement of cash flows, or, possibly, even reported somewhere other than the financing section.
When calculating the percentage of noncontrolling interest in income to consolidated net income, or distributions to noncontrolling interest as a percentage of noncontrolling interest in income or as a percentage of cash provided by operating activities, cumulative income and cash flow data were used. These cumulative amounts were calculated over the period 2009 -2011. We collected and used cumulative data so that results would not be unduly impacted by the effects of outliers in any one year. Further, we felt that distributions accumulated over three years would be more representative of longer term management goals for distributions rather than the amount of a payout in any one particular year.
Results
The results of our survey of reporting practices and distribution amounts for noncontrolling interests are presented in a series of tables. In Table 1 Table 2 we look at noncontrolling interests in equity as a percentage of total equity as of 2011. Table 3 presents distributions to noncontrolling interests as a percentage of noncontrolling interest in income and cash provided by operating activities.
Noncontrolling Interest in Income
In examining Table 1 , it can be seen that the sample firms report significant noncontrolling interests in income. While our objective was to include companies where cumulative noncontrolling interest in income was at least 15% of consolidated net income, the table indicates that some companies have subsidiaries with noncontrolling interests that are generating very substantial portions of consolidated net income. In the sample, median noncontrolling interest in income as a percentage of consolidated net income is 28.2%. However, in some cases, for example, when the parent company is losing money, that percentage ranges up to, or beyond 100%. Consider, for example, Alcoa, Inc., Hertz Global Holdings, Inc., Liberty Global, Inc., and Sunoco, Inc., where noncontrolling interest in income is at least 100% of consolidated net income. 
Noncontrolling Interest in Equity
In Table 2 we calculate the percentage of noncontrolling Interest in Equity relative to consolidated equity using data as of year-end 2011. What we find is that for our sample, the median percentage of noncontrolling interest in equity as a percentage of total equity is 16.3% -a significant claim. However, the percentages can range to much higher levels. For example, in the case of Tenneco, Inc., all of the company's consolidated equity is represented by noncontrolling interests. That is, the company has no shareholders' equity beyond that of noncontrolling interests. In other cases, such as Crown Holdings, Inc. and HCA Holdings, Inc., consolidated equity is negative, offsetting the positive equity of the noncontrolling interest. Finally, in one instance, Bristol-Myers Squibb Co., noncontrolling interest in equity is negative though consolidated equity is a positive amount. Legend Noncontrolling Interest in Equity --as reported on the balance sheet Total Equity --as reported on the balance sheet (includes controlling and noncontrolling interests) %NCI in Equity --noncontrolling interest in equity as a percentage of total equity Footnotes (1) If total shareholders' equity is negative, then % NCI in equity is set to 100% (2) If noncontrolling interest in equity is negative, then % NCI in equity is set to zero
Distributions to Noncontrolling Interests
In Table 3 we examine distributions made to noncontrolling interests as a percentage of noncontrolling interest in income and as a percentage of cash provided by operating activities. In collecting data on distributions made to noncontrolling interests, we also collected information on how the distributions were being reported in the statement of cash flows.
The results in Table 3 indicate that significant distributions are being made to noncontrolling interests. For our sample, median cumulative distributions comprised 79.2% of noncontrolling interest in income. In four cases, Alcoa, Inc., Hertz Global Holdings, Inc., Nucor Corp. and Six Flags Entertainment Corp., cumulative distributions exceeded noncontrolling interest in income.
Only one company in the sample, Sohu.com, did not make a distribution to its noncontrolling interest over the survey period.
In examining how companies report distributions to noncontrolling interests in the statement of cash flows we found that most firms report them in the financing section separately from dividends to controlling interests. Typically, the cash disbursements are labeled as distributions or as dividends to noncontrolling interests. A total of twenty of the 24 companies in the sample employed this approach. One company, Sohu.com, did not make any distributions to its noncontrolling interests. Another, Wynn Resorts, Ltd., combined distributions to noncontrolling interests with dividends to controlling interests and reported them as a single dividend amount. A reader would need to examine the statement of changes in equity to determine the amount of any distribution to noncontrolling interests. Verizon Communications, Inc. did not disclose its distributions to noncontrolling interests in the statement of cash flows. This is an interesting and curious reporting approach given the significance of the distributions being made to the firm's noncontrolling interest. In fact, in 2011, at $6.2 billion, distributions to noncontrolling interests actually exceeded dividends to controlling interests. 4 It is unclear where in the statement of cash flows these distributions were included. Presumably, they were included with "other, net" in the financing section of the statement. Bristol-Myers Squibb Co. employs a unique reporting approach for distributions to its noncontrolling interests. The company deducts noncontrolling interest in income from net income in deriving cash provided by operating activities. In effect, the company is reporting cash provided by operating activities net of any claims to income held by the noncontrolling interest. This is a particularly interesting and insightful approach as it more directly alerts controlling shareholders that a portion of cash provided by operating activities may not be available to them for distribution in the form of dividends. Excerpts from the Bristol-Myers Squibb statement of cash flows are provided in Exhibit 5. Table 3 also presents cumulative distributions to noncontrolling interests as a percentage of cumulative cash provided by operations. The median distribution was 10.4% of operating cash flow, indicating that a significant amount of consolidated cash flow generated from operations was distributed to noncontrolling interests. Distributions to noncontrolling interests ranged from 0% of operating cash flow for Sohu.com to as high as 37.1% in the case of AES Corp.
Operating Cash Flow in the Presence of Noncontrolling Interests.
Under U.S. GAAP a clear attribution of net income to controlling and noncontrolling interests is made on the income statement. Further, earnings per share is calculated using only the controlling interests' share of net income under the premise that the noncontrolling interests' portion of net income belongs to that separate shareholder group. A similar attribution, however, is not made for operating cash flow. Rather, operating cash flow is reported as a single consolidated amount that includes any operating cash flow that may be attributable to noncontrolling interests. Consider the structure of an indirect-method statement of cash flows. The reconciliation of net income to cash provided by operating activities begins with consolidated net income, including non-controlling interests, and reconciles to cash provided by operating activities. No deductions are made for earnings or operating cash flow attributable to noncontrolling interests. As such, total consolidated cash provided by operating activities appears to be available for distribution to the controlling shareholders, when in fact, noncontrolling interests have a legitimate claim on at least some portion of that cash flow.
Certainly, any distribution of operating cash flow to noncontrolling interests is subject to approval by the parent company, and effectively, the controlling shareholders. As such, the argument could be made that legitimate claims notwithstanding, noncontrolling interests are not sharing in the operating cash flow generated by the subsidiaries in which they own shares. However, among the 24 companies reviewed here, the median distribution to noncontrolling interests was 79.2% of noncontrolling interest in income. Further, across the sample of 24 firms, distributions to noncontrolling interests consumed 10.4% of median consolidated operating cash flow. Thus, noncontrolling interests are enjoying significant distributions of the earnings of the subsidiaries in which they hold shares. Accordingly, total cash provided by operating activities should not be viewed as fully available for distribution to the controlling interests.
In evaluating financial performance, many analysts focus on free cash flow. Free cash flow is a discretionary stream of cash that is available to shareholders for such purposes as acquisitions, debt retirement, dividends and stock buybacks. Because it is discretionary, spending free cash flow does not impact the company's ability to generate more. While there are slight variations in the calculation of free cash flow, typically, it is calculated by subtracting from operating cash flow capital expenditures and any distributions to claims superior to the controlling shareholders. For example, along with capital expenditures, preferred dividends would be subtracted from operating cash flow in calculating free cash flow. Some analysts would also subtract dividends to the common or controlling shareholders in calculating free cash flow. However, if one were interested in determining the amount of free cash flow that is available for the payment of dividends to the common or controlling shareholders, that free cash flow would be calculated before common dividends.
Distributions to noncontrolling interests should also be subtracted from operating cash flow when calculating free cash flow. While the claims of noncontrolling interests are not superior to those of the controlling shareholders, distributions to them are, nonetheless, cash that is not available for the controlling shareholders. Yet, as we have seen in the statements reviewed for this research, statements of cash flow do not necessarily highlight distributions made to noncontrolling interests. For example, in the case of Wynn Resorts, distributions to noncontrolling interests were combined with dividends to the controlling shareholders and 
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reported as a single, dividend amount. Verizon Communications did not identify distributions to noncontrolling interests on the statement of cash flows. In cases such as that of Wynn Resorts or Verizon Communications, analysts must refer to the statement of changes in equity to determine the amount of distributions made to noncontrolling interests.
Bristol-Myers Squibb offers a unique approach for the display of noncontrolling interests in the statement of cash flows. Recall that the company reports operating cash flow that is measured after income attributable to noncontrolling interests has been removed. While compelling, we think that such an approach actually understates operating cash flow by removing an income measure that is not necessarily a measure of cash flow. Granted, Bristol-Myers did distribute to noncontrolling interests 99.5% of income attributable to them. So income is, in effect, a valid measure of actual cash distributed to noncontrolling interests in this example. But many of the companies in the sample did not make such sizable distributions. Similarly, such sizable distributions are typically not made by companies in general.
Given the importance to financial performance of operating cash flow and its prominence in the calculation of free cash flow, readers of financial statements would be better served if the cash flow statement more actively highlighted operating cash flow that is available for controlling shareholders in a manner similar to that used for net income on the income statement. For example, immediately after the line item, cash provided by operating activities, the statement of cash flows could provide separate lines that report distributions to noncontrolling interests and cash provided by operating activities available for controlling interests. With such an approach, the statement of cash flows would first highlight cash provided by operating activities that is available for all shareholder claimants, including controlling and noncontrolling interests. This consolidated measure of operating cash flow is the cash flow counterpart of consolidated net income reported on the income statement. Then, by identifying and subtracting distributions made to noncontrolling interests, the statement of cash flows would highlight operating cash flow that is available for the controlling interests. Such a division of operating cash flow into distributions made to noncontrolling interests and the remainder that is available for controlling interests would be more consistent with the attribution of income presently made on the income statement. With one exception, the remainder of the statement of cash flows, the investing and financing sections, would be presented without change. The one exception would be the exclusion of distributions to noncontrolling interests in the financing section of the statement.
Exhibit 6 presents a pro-forma operating section of the statement of cash flows for Verizon Communications, Inc.
This pro-forma statement reports net cash provided by operating activities on a consolidated basis and subtracts any distributions made to the noncontrolling interests. The statement then presents a remainder representing operating cash flow that is available to the controlling shareholders. interests was 28.2% of consolidated net income. These same companies distributed a median of 79.2% of noncontrolling interests in income to the noncontrolling interests.
While twenty of the 24 companies included in the survey reported distributions to noncontrolling interests separately in the financing section of the statement of cash flows, the reporting of distributions was not consistent across the sample. In fact, in two cases, such distributions were not disclosed on the statement of cash flows. Financial statement readers interested in distribution amounts would have to examine the statement of changes in equity to find them. In one case, income attributable to noncontrolling interests was subtracted from net income in measuring operating cash flow. One firm did not make a distribution to its noncontrolling interests.
As a result of this survey, some modest changes to the reporting of distributions made to noncontrolling interests are recommended. In particular, immediately after the line item, cash provided by operating activities, the statement of cash flows could provide separate lines that report distributions to noncontrolling interests and cash provided by operating activities available for controlling interests. Such an approach would be consistent with the attribution of income to controlling and noncontrolling interests provided on the statement of income.
In the absence of a change in the reporting of operating cash flow, more consistent reporting of distributions to noncontrolling interests is recommended. Such distributions should be separately reported in the financing section of the statement of cash flows.
Readers of financial statements would be well served if the FASB, in particular, the Emerging Issues Task Force, gave consideration to these recommendations. Further, analysts and investors should be advised that operating cash flow is calculated before any distributions to noncontrolling interests. Such distributions, which may not be disclosed on the statement of cash flows, but rather, only on the statement of changes in equity, should be subtracted when measuring operating cash flow available for controlling interests or when calculating free cash flow. Finally, corporate managers should be apprised that for analysts and investors to accurately assess corporate cash flow performance, distributions should be clearly disclosed on the statement of cash flows.
